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ABSTRACT: This paper examines supervisors’ target setting decisions following managerial turnover, an event
largely overlooked in prior studies. Specifically, we test whether regional supervisors use discretion to assign
different target levels to new managers compared to those who remain in their business unit. Moreover, we
investigate whether the use of past performance and peer performance information in supervisors’ target revisions is
sensitive to managerial turnover. Using field data from 113 nursing homes of a large elderly care provider over a
three-year period, we provide evidence that supervisors assign relatively lower targets to new managers.
Additionally, our results show that, overall, supervisors rely on past and peer performance information to a similar
extent when revising targets for new managers, with a more lenient approach if new managers underperform. Our
findings suggest that current knowledge about target setting may be incomplete, as supervisors may treat new
managers differently.
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I. INTRODUCTION

his paper examines supervisors’ target setting decisions following managerial turnover, an important but largely

overlooked event in prior target setting literature.' Specifically, we examine whether supervisors allocate differ-

ent target levels and use past and peer performance information differently for managers who are new in their
business unit, compared to those who have been managing their business unit longer. This question is important
because managerial turnover represents a sometimes frequent disruption in organizational continuity, bringing unique
challenges for supervisors and managers that can significantly change their approach to target setting.

Performance targets are central to organizations’ management accounting and control systems, providing motiva-
tional and coordination functions (Chenhall 2003; Merchant and Van der Stede 2017; Murphy 2000). Extensive
research investigates factors that influence target setting and the implications of target setting decisions for employee
motivation and firm performance (Feichter, Grabner, and Moers 2018). However, much of this literature assumes
workforce stability and overlooks the effects of managerial turnover, where a new manager enters after another
manager departs. The entry of a new manager creates a distinct environment that can affect target setting, a factor that
previous research has largely neglected.

Managerial turnover disrupts established relationships between supervisors and managers, which are often built on
a shared history of performance, evaluations, and mutual understanding (Bouwens and Kroos 2011; Indjejikian and
Nanda 2002). The arrival of a new manager comes with inherent uncertainty, as supervisors typically have limited
knowledge about their capabilities, work style, and potential. Furthermore, new managers often require additional sup-
port to adapt to their new role and the business unit’s specific environment (Hill 2003). Targets set at the outset of the
relationship play a crucial role in signaling expectations and shaping the nature of the supervisor-manager relationship.
These early targets influence how new managers perceive their role and adjust their behavior accordingly, laying the
foundation for future interactions. At the same time, supervisors must also consider the implications for continuing
managers who may face tougher target adjustments to meet organizational objectives and perceive discrepancies in
treatment. As a result, supervisors must balance supporting new managers with maintaining consistency for continuing
managers, all while considering the long-term impact on both new and existing relationships. Ultimately, this raises the
empirical question of whether supervisors treat new managers differently from those managers continuing in their role.

In this study, we shed light on supervisors’ target setting decisions in bonus plans following management turnover
by revisiting two aspects of target setting that prior literature has studied: (1) the determination of target levels and (2)
the use of sources of information (i.e. past and peer performance). We examine whether supervisors approach target
setting differently for new managers at the start of their first compensation period compared to continuing managers,
given the challenges related to performance evaluation and compensation contracting for new managers.

First, we focus on the determination of target levels. Establishing appropriate target levels remains challenging.
Prior research studying the determinants of target levels traditionally relies on goal theory, arguing that targets should
neither be too easy, nor too difficult to increase employee motivation and performance (Locke and Latham 2002;
Latham and Locke 1991). Recent studies highlight the role of supervisors’ preferences, incentives, and biases in target
setting, showing that personal motives significantly influence target levels (Bol, Keune, Matsumura, and Shin 2010;
Feichter 2023; Bouwens, Hofmann, and Schwaiger 2024). We extend this research by examining how supervisors exer-
cise discretion in their region when setting targets for managers who are new to their business unit compared to those
who continue to manage their business unit. We predict that supervisors assign relatively lower targets to new managers
in the business unit compared to continuing managers as a response to an increase in information asymmetry.? This
asymmetry makes it more challenging for supervisors to accurately assess new managers’ performance, leading them to
be cautious and set lower target levels (Indjejikian and Matéjka 2006; Kim, Matéjka, and Park 2023). Furthermore,
supervisors may intentionally set lower targets as part of a leniency approach designed to create a positive first experi-
ence with the evaluation process, allowing new managers to build confidence, adapt to their roles, and transition more
effectively into their positions.

Second, we examine whether supervisors use information sources differently when setting targets for new managers
compared to continuing ones. Extensive research highlights how supervisors use past performance information, either in
absolute terms or relative to a performance target, to set and revise future targets—a practice known as “ratcheting”

12024 U.S. Mercer Turnover Survey reports a turnover rate of 7.6 percent for management roles and 5.4 percent for heads of organizations and
executives from 2023 to 2024 in the United Sates. Access at: https://www.imercer.com/articleinsights/workforce-turnover-trends

2 This prediction relies on the assumption that relatively lower targets indicate, on average, easier targets. This assumption aligns with the conven-
tional understanding within target setting theory that lower nominal target levels are typically less challenging to achieve. Therefore, we interpret
supervisors’ decisions to allocate targets that are relatively lower as reflecting their intention to set less difficult targets for managers. However,
because perceptions of target difficulty may differ across individuals (e.g., Matéjka, Mahlendorf, and Schaffer 2024; Aranda, Arellano, and Davila
2019), we use the term “relative target level” to more objectively refer to the discretionary nature of supervisors’ target level decisions.
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(Bouwens and Kroos 2011; 2017; Leone and Rock 2002; Choi, Kim, Kwon, and Shin 2021). However, incorporating
past performance information in settings with turnover is not straightforward as past performance cannot be fully
attributed to the new managers and may not reflect future performance due to these disruptions. Supervisors therefore
need to decide how much weight to assign to past performance outcomes. Ex ante, it is difficult to predict whether man-
agerial turnover will lead supervisors to place weight on past performance for new managers. On the one hand, fairness
concerns or giving new managers time to adjust may lead supervisors to rely less on past performance for new manag-
ers. On the other hand, economic theory suggests that supervisors may rely more on past performance as a reference
signal when they lack specific information about a new manager (Holmstrom 1979). Furthermore, dynamic incentive
problems, in which managers withhold performance to secure lower future targets (Weitzman 1980) may also unfold
differently for new managers, as implicit agreements between supervisors and managers about how past performance
information is incorporated are still developing.

Recent research highlights the benefits of peers or relative performance as an additional information source for tar-
get setting (Aranda, Arellano, and Davila 2014; Holzhacker, Kramer, Matéjka, and Hoffmeister 2019; Casas-Arce,
Holzhacker, Mahlendorf, and Matéjka 2018; Bol and Lill 2015; Chan and Lill 2023). Peer performance information
helps address the limitations of relying solely on past performance information. It can reduce noise in individual mea-
sures (Holmstrom 1982) and mitigate the “ratchet effect” as managers know they will not be fully penalized based on
their own past results (Casas-Arce et al. 2018; Meyer and Vickers 1997). In this paper, we also examine whether super-
visors rely on peer performance to the same extent when setting targets for new managers.

We examine our research questions using archival data from a major international for-profit elderly care provider.’
Our dataset covers financial targets from the bonus plan and performance information of 113 nursing homes (“business
units”) and their corresponding nursing home managers (“managers”) in one country over a period during which man-
ager turnover was high. The nursing homes in our sample offer identical operations and services to their residents and
families and are further comparable in dimensions such as size, organizational structure, and employee characteristics.
All nursing home managers share a uniform, formula-based compensation plan. Regional directors (“supervisors™)
decide on the target levels for the nursing home managers in their district. By combining detailed information on man-
ager turnover from human resources (HR) records, we examine whether regional directors exercise discretion in target
setting following nursing home management changes.*

Our results show that managers who had joined a nursing home during the previous year were assigned relatively
lower target levels than those managers who were not new, at the beginning of the first compensation period. These
results hold after controlling for past financial and nonfinancial performance of the nursing home. Further analyses
show that the lowest target levels were assigned to managers hired from outside the organization, supporting the idea
that supervisors use discretion to adapt target levels based on their familiarity with the managers.

Second, our results show that, on average, supervisors use past performance and peer performance information to
a similar extent for new managers and managers who remained in their business unit when revising targets for the first
time. However, for new managers with unfavorable performance, our results suggest that supervisors implement
greater target decreases relative to underperforming managers who stayed in their business unit. Similarly, target revi-
sions for new, underperforming managers also reflect peer performance information to a greater extent than for manag-
ers who were not new. This approach, however, appears to shift over time. In the second compensation period
following a management change, when new managers are more accountable for their performance, supervisors rely less
on past performance information.

This paper contributes to the literature in several important ways. First, it enhances our understanding of target
setting in contexts characterized by workforce instability and managerial turnover, an area that has received scant
attention in prior research. Despite the prevalence of manager turnover in practice, previous studies in target setting
often remove observations with a change in manager from their sample (e.g., Bouwens and Kroos 2011), or study tar-
gets at the business unit level while disregarding potential management changes in those units. The lack of explicit
attention to the role of managerial turnover creates tension in the generalizability of prior findings to real-life settings,
and particularly to the targets for managers that are new. Our results highlight the importance of considering manage-
rial turnover when studying target setting decisions as supervisors may treat new managers differently.

3 We examine this relationship in a context where supervisors have the discretion to set target levels for individual managers within their districts
and where managerial turnover is common. In our study, part of this turnover can be attributed to the organization’s internal mobility policy,
which encourages managers to make horizontal moves to different business units throughout their careers. In this paper, the term “new managers”
encompasses both those appointed from outside the organization and those who have transitioned from other business units or roles as part of the
internal mobility policy.

4 This study has received approval from the university’s Ethics Committee (i.e. Internal Review Board), and personal data processing is in accor-
dance with General Data Protection Regulation (GDPR) regulations from both the university and the firm.
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Second, our study expands the growing body of literature on supervisor discretion in target setting by showing
how supervisors tailor targets to the specific challenges that individual managers present (Anderson, Dekker, and
Sedatole 2010; Bol et al. 2010; Arnold, Artz, and Tafkov 2022). Although management accounting research emphasizes
supervisor discretion in ex post performance evaluation (e.g., Bailey, Hecht, and Towry 2011; Bol 2008; Fisher,
Maines, Peffer, and Sprinkle 2005; Gibbs, Merchant, Van der Stede, and Vargus 2004), the factors influencing ex ante
subjectivity in target decisions are less understood (Feichter et al. 2018). In contexts where regional directors have lee-
way in setting individual targets, we find that supervisors use this discretion to assign lower target levels and increase
reliance on unfavorable past performance when the subordinate is new.

Third, we add to the literature on information asymmetry in target setting. Previous research has established that
higher information asymmetry—whether due to business unit growth (Indjejikian and Matéjka 2006) or market uncer-
tainty (Kim et al. 2023)—is associated with more attainable target levels. Although these studies primarily focus on
organizational sources or external sources of information asymmetry, our results complement these findings by
highlighting the role of information asymmetry arising from an internal, relational source—managerial turnover.
Faced with greater uncertainty in assessing new managers’ abilities and their adaptation to unfamiliar situations, super-
visors use greater caution by allocating lower target levels where asymmetry is higher, consistent with prior studies
(Indjejikian and Matgjka 2006; Kim et al. 2023). Building on Kim and Shin (2017), which finds that supervisors place
greater weight on past performance under higher information asymmetry resulting from external sources, we also
observe that supervisors rely more on past and peer performance information when setting targets for new managers,
but only when those managers underperformed. This highlights the importance of distinguishing between different
sources of information asymmetry when studying supervisors’ target decisions, as each can prompt distinct responses
in how targets are determined.

Finally, our study contributes to the literature on the information sources used in target sctting decisions. Prior
studies document how past performance indicators are frequently used to revise future targets (e.g., Aranda et al. 2014;
Bol and Lill 2015; Indjejikian, Matéjka, and Schloetzer 2014a; Leone and Rock 2002). More recent studies further
show that variance exists in the extent to which past performance is taken into account, depending on factors such as
supervisor-subordinate relationships, relative performance, task type, or compensation practices (e.g., Aranda et al.
2014; Arnold et al. 2022; Bol and Lill 2015; Bouwens et al. 2024; Kim and Shin 2017). In line with these studies, our
results highlight an additional factor affecting target ratcheting in firms. Specifically, the extent to which target revi-
sions reflect past performance information also depends on a manager’s status as new to the business unit.

II. THEORY AND HYPOTHESIS DEVELOPMENT
Background

For many organizations, targets are at the core of their management accounting and control systems, serving as
essential tools for planning, coordination and resource allocation (Chenhall 2003; Merchant and Van der Stede 2017).
Targets communicate supervisors’ expectations and serve a motivational purpose, often linking bonuses to managers’
performance (Murphy 2000; Merchant, Stringer, and Shantapriyan 2018). Given their importance, an extensive litera-
ture has emerged on how targets are set, particularly within compensation practices (Feichter et al. 2018; Indjejikian,
Matéjka, Merchant, and Van Der Stede 2014b).

A critical element in the target setting process is determining the appropriate target level. Prior research draws
heavily on goal-setting theory, which posits that targets motivate employees depending on their perceived difficulty.
More difficult targets are associated with higher motivation and performance, up to a point where targets become too
challenging and employees become discouraged and performance deteriorates (Locke and Latham 1990, 2002).
However, previous studies often do not offer strong empirical support for this positive relation between target difficulty
and individual or firm performance (Arnold and Artz 2015). Moreover, other studies document that targets are inten-
tionally set at more or less achievable levels (e.g., Fisher, Peffer, Sprinkle, and Williamson 2015; Merchant and
Manzoni 1989).

One explanation for this discrepancy is that increasing employee motivation is not the only consideration guiding
supervisors’ target level decisions for subordinates. Retention concerns, for example, have been shown to lead to easier
targets to reduce turnover (Matéjka and Ray 2017; Indjejikian et al. 2014a), or to more difficult target to attract and
retain more creative employees (Grabner, Seiter, Wabnegg, and Wirth 2024). Studies by Bol et al. (2010) and Bouwens
et al. (2024) also highlight the role of supervisors’ personal preferences and incentives, as they seek to maximize their
own expected utility, both monetary and nonmonetary, rather than solely prioritizing organizational objectives.
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Additionally, Feichter (2023) shows that supervisors are prone to cognitive biases, such as overemphasizing their own
experiences when assigning targets.

Adequate performance targets are typically described as the best and unbiased estimates of what individuals or
business units are expected to achieve, reflecting their performance potential (Hartmann and Maas 2010). Nevertheless,
target setting takes place under conditions of information asymmetry, where the principal (i.e., supervisor) has less
information on the agent’s (i.e., manager) performance potential than the agent. To improve target accuracy, supervi-
sors can consider various sources of information. The most documented source is past performance information
(Indjejikian et al. 2014b), given its accessibility at a low cost. Empirical studies have largely established that firms use
past financial performance information to set and revise next-period targets, a practice also known as target ratcheting
(Leone and Rock 2002; Bouwens and Kroos 2011; Anderson et al. 2010; Kim and Shin 2017).

However, using past performance information to set next period targets can create dynamic incentive problems,
with managers withholding effort to avoid more demanding future targets (Bouwens and Kroos 2011; Leone and Rock
2002; Weitzman 1980). To mitigate this behavior, supervisors may make explicit or implicit commitments not to fully
exploit available performance (Indjejikian and Nanda 2002; Kim and Shin 2017). Serial correlations between consecu-
tive target achievements suggest that supervisors act in ways consistent with such long-term commitments (Indjejikian
and Nanda 2002; Indjejikian et al. 2014a; Bol and Lill 2015). Building on this literature, an emerging stream of research
examines the determinants of target ratcheting. Studies have shown how supervisor-subordinate relationships (Bol and
Lill 2015), employees’ compensation structures (Kim and Shin 2017), task type (Arnold et al. 2022), or supervisors’
own hierarchical rank (Bouwens et al. 2024) affect how past performance information is reflected in target revisions.

In addition, to individual past performance, scholars are starting to offer empirical evidence that supervisors also
consider information from comparable peers when revising targets (Holzhacker et al. 2019; Casas-Arce et al. 2018; Bol
and Lill 2015; Aranda et al. 2014). Similar to its role in ex post performance evaluation, peer performance information
can also inform target setting at the start of a compensation period, as it provides supervisors with supplementary
information and a less noisy benchmark than past individual performance (Holmstrom 1982; Holzhacker et al. 2019;
Casas-Arce et al. 2018). Moreover, in multiperiod settings, using peer performance information can strengthen mana-
gerial incentives by making future targets less dependent on individual past performance (Meyer and Vickers 1997).
Casas-Arce et al. (2018) empirically show that higher peer group quality increases target sensitivity to peer performance
information and reduces managers’ effort withholding near the end of the compensation period.

However, these prior studies often assume workforce stability and overlook how changes in management, requir-
ing targets, might disrupt established target setting patterns. In response to calls from Feichter et al. (2018) and
Indjejikian et al. (2014b), this paper therefore examines managerial turnover as a potential determinant influencing
supervisors’ target decisions.

Target Levels and Managerial Turnover

In many organizations, supervisors are responsible for setting performance targets for multiple employees within a
team, department, or region. In these groups, supervisors often have some discretion in assigning individual target lev-
els, as long as the sum of these targets align with higher-level objectives or collective performance goals (Bol 2008).
Although agency theory provides insights into optimal contract design by assuming that firm value maximization is the
primary objective, supervisors may pursue different goals, as they are not the residual claimants. In compensation
contracting, supervisors’ incentives are typically tied to the performance of their team or department, which may lead
them to strategically use their discretion in assigning individual targets to address compensation issues. For example,
Bol et al. (2010) show that supervisors adjust target levels within their region to manage compensation risk and address
managers’ fairness concerns. Similarly, Arnold et al. (2022) provide experimental evidence that supervisors differentiate
target levels not only to address fairness concerns but also to foster cooperation among employees.

The entry of a new manager into a business unit prompts the supervisor to consider how targets should be allo-
cated between new and continuing managers. Supervisors face more information asymmetry with new managers, as
they lack clear knowledge about these managers’ capabilities, experience, or performance potential. To address this
uncertainty, supervisors may opt for lower target levels for new managers to mitigate the risk of demotivation that can
arise from overly ambitious targets, which new managers might struggle to achieve (Locke and Latham 1990).
Additionally, supervisors may recognize the importance of ensuring a positive first experience with the evaluation pro-
cess, given the learning curve new managers face. Consequently, they may adopt a more lenient approach and deliber-
ately set lower targets. This leniency can facilitate a smoother transition, help new managers build confidence, and
allow them to gradually adapt to their new roles. Such caution is especially likely among risk-averse supervisors, who
may prioritize early target achievement and be concerned that struggles by new managers reflect poorly on them.
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Empirical evidence also provides support for the idea that firms calibrate target difficulty in response to
organizational-level uncertainties, such as environmental uncertainty (Kim et al. 2023; Bol et al. 2010) and business
growth (Indjejikian and Matéjka 2006). Additionally, Bol and Lill (2015) highlight the importance of establishing trust
and commitment in multiperiod contracting settings, as this promotes cooperation and mitigates the risk of opportunis-
tic behaviors. For new managers, building trust can be particularly critical as they are at the outset of the relationship
and implicit dynamics have yet to be formed. By lowering targets, supervisors can foster this trust and reciprocity
(Fisher et al. 2015), encouraging new managers to respond with greater effort and commitment over time.’

Although lowering targets for new managers may mitigate compensation risk and help facilitate their transition, it
may necessitate raising targets for continuing managers to meet overall performance objectives of the group. However,
such adjustments are not always feasible, as they can create perceptions of inequity among continuing managers, which
supervisors may seek to avoid due to fairness considerations (Bol et al. 2010). Moreover, practical limitations such as
capacity constraints, may restrict the extent to which supervisors impose higher targets. As a result, the gap between
target levels for new and continuing managers may also be smaller than it would be in the absence of such constraints.
Nevertheless, the expectation remains that, on average, supervisors exercise their discretion to assign lower target levels
to new managers in response to information asymmetry and transition-related challenges. Put formally:

H1: Managers who are new in the business unit have relatively lower target levels compared to managers
who are not new to their business unit.

Use of Past and Peer Performance Information and Managerial Turnover

It is unclear to what extent supervisors use past performance information when setting targets for new managers,
compared to those managers who are not new in their business unit. This uncertainty arises because past performance
is largely tied to previous leadership, making it a less reliable predictor of the new manager’s potential. Achievements
under targets set for the former manager may not reflect the new manager’s own effort or capabilities. Additionally,
managerial turnover can disrupt operations, further diminishing the predictive value of past performance. New manag-
ers also typically require a period of adjustment, during which current performance may not be a reliable indicator of
future outcomes. Moreover, new managers may be more vulnerable to perceptions of unfairness, particularly if targets
are based on factors beyond their control, such as past performance. To mitigate such fairness concerns and avoid set-
ting unrealistic expectations, supervisors may reduce the weight on past performance when setting targets for new man-
agers (Bol et al. 2010).

At the same time, economic theory suggests that supervisors are incentivized to incorporate all available information
that is incrementally informative about managers’ effort to reduce the agent’s risk premium (Holmstrom 1979, 1982). In
the absence of manager-specific data, past performance information of the business unit can still serve as a valuable refer-
ence point. Since new managers lack a track record and contextual information is limited, supervisors may even rely more
heavily on past performance information when setting targets for new managers compared to those who are not new.
Empirical evidence offers some support in line with this theory. Kim and Shin (2017) find that boards rely more on past
performance in firms with higher information asymmetry, whereas Bol and Lill (2015) show that ratcheting diminishes as
tenure increases.

Furthermore, it is unclear whether adverse dynamics associated with target ratcheting unfold in the same way for
new managers as they do for more experienced managers. On the one hand, if new managers are familiar with the busi-
ness unit’s performance history and associated targets, they may behave in similar effort-withholding behavior as
incumbent managers, prompting supervisors to anticipate such strategic responses. However, since new managers are
not fully accountable for the most recent outcomes, they may view past performance information as less indicative,
reducing their concerns about future ratcheting. In turn, supervisors may put more weight on past performance, assum-
ing the risk of effort withholding is lower. Since arguments exist both for greater and lesser use of past performance
information for new managers compared to those who remain in their business unit, it remains an open question which
effect prevails or whether they offset one another, resulting in no significant influence of managerial turnover on target
ratcheting patterns. Therefore, we state the following nondirectional research question:

RQ1: Do supervisors use past performance information to a similar extent when revising targets if the
responsible manager is new in their role, relative to managers who are not new?

5> Bol et al. (2010) find that supervisors strategically set lower targets for employees with higher hierarchical status to avoid conflict. However, the
relationship between tenure and status is ambiguous. Although continuing managers often have established status within the organization, some
new managers may also hold significant status due to expertise or reputation, whereas others may not.
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As with past performance information, prior literature offers inconclusive predictions about how managerial turn-
over affects the use of peer performance information for new managers. Supervisors may rely more on peer perfor-
mance information for new managers, whose own performance data are often nosier or unavailable, making peer
performance information a more reliable indicator of performance potential than for continuing managers, whose past
outcomes are more complete and reflective (Aranda et al. 2014; Holmstrom 1979, 1982). Additionally, peer information
can help establish fairness in target setting. Benchmarking not only improves accuracy but also signals that targets are
based on objective standards (Chan and Lill 2023). Fairness concerns may be particularly important for new managers,
for whom building trust and supporting their integration into the business unit is more critical.

However, drawing from the ratcheting literature, the increased use of peer performance information for new man-
agers is not evident when considering the mitigating role that such information plays in addressing adverse incentives
(Aranda et al. 2014; Meyer and Vickers 1997; Casas-Arce et al. 2018). If concerns about effort withholding are less pro-
nounced for new managers, the need to rely on peer performance information to counteract these incentives may also
be diminished.® Consequently, target revisions for new managers may reflect peer performance information to an equal
or lesser extent than for continuing managers. We therefore state the following nondirectional research question:

RQ2: Do supervisors use peer performance information to a similar extent when revising targets if the
responsible manager is new in their role, relative to managers who are not new?

ITII. RESEARCH SETTING

Our research setting is the national division of a large, for-profit elderly care provider based in Europe, which we
refer to as ECP (short for Elderly Care Provider). ECP offers a broad range of home assistance and care services to
senior and vulnerable persons. ECP’s main activities include residential care in nursing homes, assisted living facilities,
and post-acute and rehabilitation clinics. In 2019, ECP operated 115 nursing homes (representing 10,000 beds), each
governed by a nursing home manager. The nursing home division of ECP has seven geographic districts, each led by a
regional director who typically oversees 13 to 20 nursing homes. Nursing home managers report to their regional direc-
tor, who acts as intermediary between the nursing homes and ECP’s top management team and corporate headquarters.

This study focuses on the financial targets embedded in the compensation plan of nursing home managers. These
managers bear full responsibility for their nursing home, with the final objective of providing high quality of care and
quality of life to residents in a safe environment. Their responsibilities include the organization, coordination, and
supervision of the proper functioning of all services (e.g., quality assurance) and staff-related activities (e.g., recruit-
ment, evaluation, and development). Managers are also responsible for the financial management of their facility,
including budget management and monthly reporting to the regional director. Maintaining optimal occupancy to
ensure healthy financial results is a key task in their role. Finally, managers represent their facility in various bodies
(e.g., municipalities, hospitals, and senior citizen groups). Field interviews revealed that managers have significant
autonomy, as long as they meet minimum budget and quality standards, follow the group’s philosophy, and comply
with legal requirements like staffing and salary standards.

The Incentive System

Nursing home managers receive a fixed salary plus an annual performance-based bonus. This annual performance-
based bonus is equally divided in an objective and subjective component, each representing 50 percent. For the
objective component, targets are set for quantifiable, financial performance measures which are communicated to the
nursing home managers at the beginning of the year. At year-end, bonuses are awarded based on managers’ perfor-
mance relative to these targets. As is common in bonus plans (Merchant et al. 2018), payouts increase linearly within
an incentive zone with a minimum threshold at 95 percent of the target and capped at 100 percent. The bonus amount
is uniform across nursing home managers, irrespective of the target level assigned. This paper focuses on targets linked
to the performance measure EBITDARM, a key indicator of a nursing home’s profitability closely monitored by ECP.’
The EBITDARM target in the compensation plan is set annually, using the December year-to-date (YTD) value as

© Holzhacker et al. (2019) provide evidence that the sensitivity of target revisions to peer performance also decreases when concerns for cooperation
among peers are greater. We do not expect this concern to differ between new and continuing managers.

7 s ) ) . . o . . . .
EBITDARM is an acronym for earnings before interest, taxes, depreciation, amortization, rent, and management fees. It is commonly used in
industries with high rental and management fee expenses, such as the residential elderly care industry, where organizations often lease or rent prop-
erties and pay management fees to operate. By excluding these expenses, EBITDARM provides a clearer view of a nursing home’s operational
profitability.
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reference point. During evaluation meetings, managers receive both the actual and budgeted YTD EBITDARM figures
projected for each month, allowing them to track progress toward their annual targets throughout the year.®

Targets in the compensation plan are derived from a budgeting process, involving several stages. In October, the
annual budgeting process begins with a negotiation between the regional director and the nursing home manager. For
each nursing home in their district, the regional director prepares a preliminary budget with support from business con-
trollers. The full operations team (i.e. regional directors and director of operations) reviews and consolidates these indi-
vidual budgets into a final budget. This consolidated budget is then forwarded to the financial director, who evaluates
it and submits his proposition to the CEO and other members of ECP’s executive committee. At this stage, the budget
must be aligned with financial targets imposed by global headquarters, after which it is sent back to the regional direc-
tors. Following final revision by their regional director, nursing home managers receive their final targets, including the
threshold and maximum values, in a letter at the start of the year.’

Important for our study is that, in the final stage of the budgeting process, regional directors have discretion in set-
ting targets within their district. Interviews indicated that they have some leeway in assigning individual targets, as long
as the aggregated district budget meets the minimum requirements set by top management. Specifically, the regional
director can determine the EBITDARM target for each nursing home in their region, provided that the sum of these
targets meets the total district EBITDARM budget.'®

As mentioned, the incentive plan also includes a subjective component, in which nursing home managers can earn
a bonus based on performance against a set of qualitative criteria (“subjective bonus”). During the annual performance
review at the start of the year, the regional director and manager discuss the initiatives the nursing home should take
for the upcoming year. At the end of the year, the regional director rates the extent to which these initiatives are
achieved on a scale from 0 percent to 100 percent, which determines the subjective bonus payout.

Nursing Home Manager Turnover

The nursing home division of our research site experiences high turnover among its nursing home managers, either
driven by internal mobility within ECP or by resignations and dismissals. Internal mobility allows managers to make
horizontal moves to other nursing homes within ECP’s network over the course of their careers. They may also be pro-
moted to larger facilities,'" or to the role of regional director-positions that come with a higher base salary and, in the
case of regional director, a distinct bonus scheme. Alternatively, managers may transition to smaller homes or relocate
to functions at the headquarters. Internal mobility is a deliberate policy within the firm that is openly promoted to stim-
ulate knowledge sharing and strengthen employee engagement and motivation. As the human resources director
elaborated:

Some profiles are really good at getting the house back on track in an unstable environment. They are
triggered by that. But when the wind starts to drop, these people get bored. They need to get back to an
environment where there is wind. You have to put people in their environment where they find strength.

ECP facilitates internal mobility through a succession planning process that annually reviews career development
opportunities for staff. These evaluations identify candidates who may advance to roles such as head nurse or nursing
home manager, whether through internal promotions in the nursing home or through transfers to other facilities.
However, decisions to relocate managers are not based on formal criteria; they are typically made on an ad hoc basis
and through mutual agreement among the parties involved. As the HR director noted:

[Internal mobility] is not an exact science. That’s managing, listening, seeing. We can want something as
management because we think those people will function well there, but we also have to listen to the people
themselves.

8 In addition to EBITDARM, the objective component also includes a second, equally weighted performance measure: Bad Debts. For this mea-
sure, managers receive a fixed bonus if they reduce bad debts compared to the previous year. We exclude it from our analysis as regional directors
have no discretion in setting targets, and because interview evidence indicates concerns about the quality of the underlying data.

° Nursing home managers have minimal participation in determining the financial targets in their bonus plan. In contrast, the subjective criteria are
developed through a negotiation between the regional director and the nursing home managers, where there is more room for input.

19 performance variations in EBITDARM across managers may arise from differences in their skills, experiences, leadership style, and ability to
adapt, each of which can shape strategic and operational decision making, and ultimately financial outcomes. For instance, a manager’s effective-
ness in planning, staff management, and resource allocation can influence operational costs, and thus EBITDARM. Similarly, the ability to
uphold high standards of patient care may affect occupancy rates, which drive revenues.

"' ECP defines three categories of “size.” A nursing home is categorized as “small” if it has fewer than 100 beds, “medium” if it has more than 100
but fewer than 200 beds, and “large” if it operates more than 200 beds. In addition to a higher base salary, managers in higher-level categories are
entitled to a larger car budget.
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The movement of managers, whether from internal transfers, resignations, or dismissals, leads to vacant positions
in nursing homes. The organization prioritizes filling these vacancies via its internal succession planning process and
advertises externally only when no internal candidates are available.

The organization’s handover process is structured so that when a new manager joins during the year, their compen-
sation contract inherits both the objective targets and subjective criteria set for their predecessor. At the end of the
year, new managers’ annual bonuses are then based on their performance against these inherited targets and criteria. It
is only at the beginning of the following year that new managers receive their own set of targets for the first time.

IV. RESEARCH DESIGN
Data Sample

The dataset for our empirical analyses is derived from ECP’s archival data on the incentive plans of nursing homes
and their respective managers. Using HR records, we further manually collected staffing information, including managers’
start and end dates and their unique identification numbers. By linking these identification numbers across nursing homes,
we can distinguish new external managers from those who transferred internally, as well as those with continued tenure.
Specifically, if a manager is new and their identification number does not match any previous managerial position, we infer
that they were either hired externally or promoted from a nonmanager role. Data on the level of urbanization surrounding
each nursing home was obtained from a public dataset (National Institute for Health and Disability Insurance).

We have two years of compensation data, covering EBITDARM target levels for 2019 and 2020, and supplement
this with staffing data from the preceding year to identify new managers.'* This results in a sample of 113 nursing
homes (226 nursing home-year observations).'*> Due to missing data on some variables, this sample is reduced to 215
nursing home-years. For the analyses examining the use of past and peer performance information, our model specifi-
cations require two consecutive years of compensation data. Specifically, we examine target revisions from 2019 to
2020, considering whether a management change occurred in 2019. This further reduces the sample to 108 target revi-
sions. Figure 1 presents the timeline of our study and highlights key measurement points.

Variables Measurement
Main Variables

The independent variable of interest, Switch;, is a dummy variable that equals 1 if nursing home 7 had a change of
manager during year ¢, and 0 otherwise.

H1 predicts that supervisors use their discretion to assign lower target levels to new managers in their region, as com-
pared to those who remain. To capture this, we create a dependent variable Relative Target Level;,. This variable measures
the target level of nursing home managers relative to targets of other managers in the same region, as assigned by the
regional director at the beginning of the year. The key financial target, as defined by the organization, is EBITDARM.
Therefore, we adapt Aranda et al. (2014, 2019) and define Relative Target Level as the nursing home’s EBITDARM target
per bed relative to the average EBITDARM target per bed for nursing homes in the same region'*"'*> following the
formula:

12 Our sample period partially overlaps with the COVID-19 pandemic, which led to some concessions in bonus payouts at the end of 2020. However,
these compromises did not involve adjustments to targets intrayear. Importantly, the targets in our sample were set at the beginning of 2019 and
2020, before the onset of the pandemic. Although we recognize the potential impact of these unprecedented circumstances on target achievements
in 2020 and on target setting in 2021, they do not affect the testing of our hypotheses.
The original data sample consists of 115 nursing homes. One nursing home closed during the time frame and was excluded. Additionally, we
removed another nursing home due to a likely data entry error, as the EBITDARM target was recorded as 26 times larger than the previous year’s
target.
Similar to Aranda et al. (2019), we normalize EBITDARM by size. We use the number of beds as the scaling factor as interviews with the firm
indicated that this is a key driver of earnings. However, Relative Target Level differs from the “Relative Target Setting” measure used by Aranda
et al. (2014) and the “Relative Target Difficulty” measure developed by Aranda et al. (2019). Aranda et al. (2014) use peers’ actual performance,
rather than peer targets, in year ¢ as reference point, providing an ex post perspective as to how difficult the focal unit’s targets were compared to
peers at the end of the year. In contrast, our Relative Target Level measure provides an ex ante view as to the target levels at the beginning of tar-
get setting process. Aranda et al. (2019) use peers’ actual performance from the preceding year as benchmark, reflecting target difficulty from the
employee’s perspective. Our decision to use targets from year ¢ as the reference point stems from our focus on capturing supervisors’ discretion in
target setting. By comparing the focal unit’s budget to the budget of peers, Relative Target Level more accurately reflects supervisors’ assessment
in allocating target levels in their district. Additionally, focusing on targets rather than actuals helps avoid potential noise in the measure. Since
actual performance in —1 could be influenced by several factors, Relative Target Level better reflects expectations by the supervisor. We appreci-
ate the editor’s suggestion to use the targets of peers as reference point. Our inferences remain unchanged when using the alternative definitions of
Relative Target Level as proposed by Aranda et al. (2014, 2019).
5 We ran our models using an alternative measure that excludes the focal unit (nursing home i) from the peer comparison term
>_ii EBITDARM Budget;, [ beds;) / n. Results are robust to the exclusion of the focal unit.
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FIGURE 1
Timeline of Study Period

.....................................

EBITDARM budget EBITDARM budget
Jan 2018 Jan 2019 Jan 2020

Dec 2018 Dec 2019 Dec 2020
EBITDARM actuals EBITDARM actuals

Y
Observed
compensation period

The contracting period corresponds to the fiscal year 7.
(The full-color version is available online.)

EBITDARM Budget;, | beds; — (3.1 EBITDARM Budget, [ beds;) | n
(3L EBITDARM Budget; , | beds;) | n

Relative Target Level;, =

Where EBITDARM Budget;, | beds; is the size-normalized (by number of beds) EBITDARM target for nursing
home i in year ¢, and » is the number of nursing homes in the region of nursing home i. A positive (negative) value indi-
cates that the nursing home manager is assigned a higher (lower) target than those of nursing home managers in their
region. Conceptually, Relative Target Level captures how supervisors adjust target levels for individual managers
within their region, reflecting their degree of discretion in target setting. By examining these relative differences, we aim
to understand whether supervisors treat new managers differently compared to their peers.

Our research questions examine how supervisors rely on past performance information and relative performance
information when revising their targets over the years. The second dependent variable is Target Update;,. It represents
the percentage change in EBITDARM target for the nursing home manager of home i from year 7—1 to year ¢, calcu-
lated as (EBITDARM Budget;; — EBITDARM Budget;, )| EBITDARM Budget;, . To measure past performance
relative to the target, we create the independent variable Target Deviation;, |, which is the difference between
EBITDARM Actuals;, | and EBITDARM Budget;, 1, scaled by EBITDARM Budget;, | This variable captures the
percentage by which the nursing home manager in nursing home 7 out- or underperformed their EBITDARM target
at the end of year t—1. To measure relative performance information, we follow Casas-Arce et al. (2018) and model
Peer Performance;,_, as the average target realization within the region, excluding the performance of unit 7'
(EBITDARM Actuals’®" — EBITDARM Target*" | EBITDARM Target*"

i1 i—1 it—1 )

Control Variables

We control for several organizational variables that can influence supervisors’ target setting behavior. First, we
proxy the financial performance of the nursing home (Fin Perf;,) by scaling EBITDARM Actuals;, (per thousands) by
the number of beds. Next, we include Customer Satisfaction;,, a leading indicator of performance (Bouwens and Kroos
2017; Choi et al. 2021). This measure is based on survey data from nursing home residents, showing the average (stan-
dardized) percentage of respondents who are “very and extremely satisfied” across seven indicators: accommodation,
meals, caregiving, conversations with staff, social life, attentiveness, room quality. We use two measures to capture var-
iation in activity between nursing homes, as larger nursing homes or those providing more advanced care may be more
complex to manage. Size;, is measured by the natural logarithm of the number of beds per facility (Dewaelheyns,
Eeckloo, Van Herck, Van Hulle, and Vleugels 2009). Care Intensity;, is the ratio of residents with a demanding care

16 Using the median performance realization within the region as measure of peer performance information yields consistent results.
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profile (representing above-average care) to the total number of residents in the nursing home. Controlling for com-
plexity also addresses another source of information asymmetry, a key determinant for budgetary slack (e.g., Dunk,
1993; Indjejikian and Matéjka 2006). Although all nursing homes are managed by a central organization, differences in
legal structures may affect budgeting choices and nursing homes’ objectives (Cardinaels and Soderstrom 2013;
Abernethy, Chua, Grafton, and Mahama 2006). Forprofit is an indicator variable that has a value of 1 if the nursing
home has a for-profit legal structure, and 0 otherwise.”Aﬁ‘iliation,-y,, calculated as the number of years the nursing
home belongs to the global group, controls for differences in integration affecting budgeting. Following Bol et al.
(2010), we also control for the level of competition by a dummy variable that takes the value of 1 if the nursing home is
located in a (highly) urbanized area and O for rural areas (Urbanization). Nursing homes in urban areas typically face
greater competition, which may affect nursing homes’ performance potential and budget misrepresentation (Briiggen
and Luft 2011). Finally, we control for common trends across time with year indicators ( Year) and use a dummy for
each region (Region) to account for unobserved characteristics of the regional manager and the time-invariant regional
differences.

Descriptive Statistics

Table 1, Panel A reports descriptive statistics for the main variables. A management change took place in 22.4
percent of the nursing home-year observations, as indicated by the mean of Switch. The mean (median) of Relative
Target Level is, by design, very close to 0 at 0.013 (0.045)'® with standard deviation of 0.328, indicating considerable
variation in target levels within the districts. Table 1, Panel B provides additional details on the objective bonus. The
average EBITDARM Budget is about €1.157 million, whereas EBITDARM Actuals average €1.125 million, indicating
that managers underperform targets on average. The average (median) Target Deviation equals —0.046 (—0.023), with
standard deviation 0.228. Over the two-year period, 41.86 percent of the managers exceeded their target, whereas the
majority (57.67 percent) managed to surpass the threshold, making them eligible for a partial bonus payout. On aver-
age, managers received a target increase year-on-year of 1.8 percent (median = 1.6 percent), with substantial variation
in the magnitude as shown by the standard deviation (0.457).!° As Panel C shows, the vast majority (82.33 percent) of
managers receive at least some bonus payment related to the subjective component. The average subjective rating is
0.58.

Correlations

Pearson correlations are presented in Table 2. The lagged variable of Switch is negatively correlated with Relative
Target Level (—0.16; p < 0.05), consistent with lower targets being assigned after manager turnover. The lagged value
of Target Deviation shows a positive, significant correlation with Target Update (0.62; p < 0.01), whereas the lagged
variable of Peer Perf does not, suggesting the incorporation of past performance information in target revisions. The
correlations between most of our control variables are low. Variance inflation factor (VIF) values for all independent
variables are below 1.52, suggesting that multicollinearity is not a major concern.

V. RESULTS
Analysis of Manager Turnover in Nursing Homes

Table 3 provides detailed information on managerial turnover in ECP during our sample period. As shown in
Panel A, we have 104 cases in which nursing home managers were replaced. These changes took place in 61 unique
homes, with 27 homes experiencing at least two leadership changes over the three-year observation period. A
breakdown by hiring source in Table 3, Panel C outlines that 27 management changes were filled through internal
mobility. That is, about one quarter of the managers left their nursing home and transferred to another nursing

17" Although ECP is a for-profit nursing home chain, some facilities in the sample formally operate under a nonprofit legal structure. In these nursing
homes, ECP has ownership of the infrastructure, whereas the exploitation falls under responsibility of the nonprofit entity. The nonprofit entity
pays rent to ECP for the use of the infrastructure, allowing profit to be distributed. This separation of ownership and operation is a common struc-
ture in the residential elderly care sector in the country where the data are collected.

'8 The mean of Relative Target Level is not exactly 0 due to rounding precision in computation calculations.

19 One observation shows a Target Update of 3.249, which is likely attributable to an exceptionally high target achievement in the prior year,
prompting a significant upward revision. As a robustness check, we Winsorized the main continuous variables at the Ist and 99th percentiles and
reran our models for RQ1 and RQ2. Moreover, we reran the models while excluding this observation. Both approaches yield comparable results
to our main findings.
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TABLE 1

Descriptive Statistics

Panel A: Main Variables of Interest

Mean Median Std. Dev. Min. Max. n
Relative Target Level 0.013 0.045 0.328 —1.559 1.003 215
Target Update 0.018 0.016 0.457 —1.520 3.429 108
Switch 0.224 0 0.418 0 1 339
Target Deviation —0.046 —0.023 0.228 —1.118 1.043 215
Peer Perf —0.057 —0.062 0.094 —0.294 0.127 215
Fin Perf 9,036.080 8,944.574 3,923.254 —4,971.632 21,744.620 337
Customer Satisfaction —0.086 —0.148 0.884 —2.369 2.180 294
Size (Beds) 112.811 104 57.850 25 469 338
Care Intensity 0.762 0.767 0.103 0.492 1.000 321
For Profit 0.538 1 0.499 0 1 338
Affiliation 6.470 5 4.313 1 16 338
Urbanization 0.636 1 0.481 0 1 338

Panel B: Objective Component of Annual Bonus over Time*

Year
2019 2020 Total
EBITDARM Budget (€) 1,161,010 1,153,547 1,157,296
EBITDARM Actuals (€) 1,111,545 1,138,269 1,124,845
EBITDARM Actuals — EBITDARM Budget (€) —49,465 —15,278 —32,450
(EBITDARM Actuals — EBITDARM Budget) | EBITDARM Budget —0.08 —0.01 —0.05
EBITDARM Budget,,, — EBITDARM Budget, (€) 12,680 _ 12,680
Percentage of managers that exceeded EBITDARM target (%) 39.89% 44.86% 41.86%
Percentage of managers that received objective bonus® (%) 55.56% 59.81% 57.67%
Panel C: Subjective Component of Annual Bonus over Time
Year
2019 2020 Total
Subjective Rating 0.57 0.58 0.58
Percentage of managers that received subjective bonus (%) 92.59% 71.96% 82.33%

Panel A reports the descriptive statistics for the main variables. All target-related variables are presented for the 215 nursing home-year observa-
tions during the period from 2019 to 2020, used in the main analyses. For organizational variables, the sample size spans 338 nursing home-years
starting in 2018. Panels B and C summarize the characteristics of the objective and subjective component of the annual bonus, respectively.

# Mean values of EBITDARM Budget and EBITDARM Actuals are displayed per year.

° Nursing home managers receive a bonus if the minimum threshold of the EBITDARM target is achieved.

See Appendix A for variable definitions.

home within ECP, which we classify as “internal hires.” The majority of the changes (77) were filled by external
hires or vertical transfers from nonmanager roles, which we classify as “external hires.”?® Overall, descriptive
statistics indicate that managerial turnover is common within the firm and that “new” managers frequently enter
nursing homes.

2% Due to the nature of our dataset, we cannot distinguish between managers hired externally and those promoted internally from nonmanager roles.
However, we believe this limitation does not undermine the validity of our conclusions. Given that none of these managers have previously man-
aged a nursing home within ECP, regional directors face uncertainty about their ability to succeed in their new roles. Whether a manager is pro-
moted from a nonmanagement position internally or hired externally, past performance in a different role may not directly translate to success as
a manager in this business unit.
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TABLE 2
Pearson Correlation Matrix
Variables @ 2 3) @ (6)) () Q) ® ® a0 an
(1) Relative Target Level
(2) Target Update 0.26%**
(3) Switch,_, —0.16%%  —0.20%**
(4) Target Deviation,_, 0.33%FF  (,62FFF —(.23%*
(5) Peer Perf, 4 -0.09 —0.00 —0.06 0.10
(6) Fin Perf, 0.68%**  0.05 —0.15%%  0.50%**F  (0.24**
(7) Customer Satisfaction, ; —0.11 0.02 —-0.09 —0.05 —-0.09 —-0.06
(8) Size 0.33%* 0.02 -0.04 -0.02 —0.11 0.217##% —0.25%%*
(9) Care Intensity, —0.13* 0.02  —-0.02 0.07 0.21 0.04 0.21%%% —(,20%**
(10) For Profit —0.01 0.01 —0.03 0.02 —0.16% —0.14** —0.02 0.12%%  —0.45%**
(11) Affiliation, 0.12%  —0.22%% —0.13* —0.11 —0.22*%*  0.15%* —0.01 0.20%** —0.08  0.05
(12) Urbanization —0.08 —0.15 —0.02  —0.10  —0.21*%* —0.16** —0.18**  0.15%F —0.21*** 0.12* 0.14**
kKK Indicate a p-value < 0.01, 0.05, and 0.10, respectively (two-tailed test).
Table 2 reports the correlations between the main variables.
See Appendix A for variable definitions.
TABLE 3
Manager Turnover Information
Panel A: Breakdown by Year
Year
2018 2019 2020 Total
No. management changes in nursing home 37 31 36 104
No. nursing homes with management change 26 22 28
No. nursing homes with 1 change 33
No. nursing homes with 2 changes 15
No. nursing homes with 3 changes or more 12
Panel B: Breakdown by Region, over Period 2018-2020
Region
1 2 3 4 5 6 7 Total
No. management changes in nursing home 13 17 11 15 7 22 19 104
No. nursing homes with management change 6 12 9 13 6 15 15
Panel C: Breakdown of Manager Replacements by Hiring Source
Year
2018 2019 2020 Total
Internal hires 5 10 12 27
External hires 32 21 24 77

Table 3 presents detailed information on manager turnover in the research firm from 2018 to 2020.

Before testing our hypothesis and research questions, we examine if organizational and managerial characteristics
differ between nursing homes that undergo management changes and those that do not. This preliminary analysis is
critical because systematic differences could drive the likelihood of turnover events and how regional directors
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approach target setting, potentially introducing endogeneity concerns. The results are presented in Table 4. First, we
compare the means of key organizational variables for nursing homes in the final month before a manager’s departure
with those months where no change took place. Panel A shows no significant differences for most of these organiza-
tional variables, except for slightly lower Occupancy Rate (p < 0.05) and EBITDARM (p < 0.10) in nursing homes

TABLE 4

Organizational and Manager Characteristics

Panel A: Descriptive Statistics of Organizational Characteristics by Management Change

Manager Change
EBITDARM,,, 477,204.84
Customer Satisfaction; , —0.20
Occupancy Rate; ,, 0.88
Employees; ,, 44.33
Seniority Nursing Staff; ., 16.07
Seniority Care Staff; . 10.44
Size (Beds); 106.49
Care Intensity; , 0.76
For Profit; 0.57
Affiliation; 6.00
Urbanization; 0.66

No Change Difference p-value
551,534.12 0.07*

—0.08 0.21

0.91 0.03**
47.00 0.36
16.49 0.20
10.46 0.94
112.48 0.30
0.76 0.60
0.54 0.55
6.48 0.26
0.64 0.56

Panel B: Logistic Regression: Organizational Predictors of Management Change

Dependent Variable = Switch,,

Q

American

EBITDARM; ,,
Customer Satisfaction; ,
Occupancy Rate; ,,
Employees; ,,

Seniority Nursing Staff;
Seniority Care Staff;
Size (Beds);

Care Intensity; ,

For Profit;

Affiliation; ,,
Urbanization;

Intercept

Month dummies
Region dummies

n
Pseudo R?

Accounting
Association

~0.00
(—0.19)
—0.33%*
(—2.14)
~1.18
(~1.31)
~0.00
(—0.02)
~0.02
(—0.47)
0.03
(0.65)
~0.00
(—0.86)
2.01
(1.50)
0.19
(0.61)
~0.05
(—1.35)
0.10
(0.38)
—3.04%%
(—2.15)

(continued on next page)
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TABLE 4 (continued)
Panel C: Descriptive Statistics of Managerial Traits by Internal Mobility (versus No Change)
Internal Mobility No Change Difference (p-value)
Tenure Manager;,, 33.03 57.83 0.09*
Target Deviation; ,, —0.23 —0.09 0.12
Subjective Rating; 0.69 0.85 0.83

Panel D: Logistic Regression: Managerial Predictors of Internal Mobility Change
Dependent Variable: Internal Departure; ,,

Tenure Director; —0.00
(—0.18)

Target Deviation; , —0.63
(-1.27)

Subjective Rating; , —0.16
(0.77)

Intercept —4.67FF*

(—11.06)

Month dummies No

Region dummies No
n 1,186
Pseudo R? 0.007

wrk RE * Indicate a p-value < 0.01, 0.05, and 0.10, respectively (two-tailed test).

This table reports on the association between management changes in nursing homes and both organizational and manager characteristics.
Panel A compares the means of key organizational variables for nursing homes in the final month before a manager’s departure to those in
months with no management change. Panel B presents a logistic regression model, estimating the likelihood of a management change in a given
month as a function of organizational variables. Robust standard errors are clustered by region, along with monthly and region fixed effects.
Panel C compares the means of managerial characteristics in the final month before a manager’s departure to another nursing home to those in
months with no management change. Panel D presents a logistic regression model, estimating the likelihood of an internal transfer in a given
month as a function of managerial variables. Robust standard errors are clustered by region. Due to limited observations in each group, month
and region fixed effects are not included. The analyses are based on monthly data of 113 nursing homes for the period 2018 to 2020.

See Appendix A for variable definitions.

with a manager change. In Panel B, we also present the results of a logistic regression analysis with a management
change occurring in a month as dependent variable. The results indicate that nursing homes with lower customer satis-
faction are more likely to experience a management change (—0.32; p < 0.05). Neither Occupancy Rate nor
EBITDARM, however, are significant predictors of management changes. In subsequent analyses, we implement addi-
tional organizational variables and robustness checks to control for these effects as much as possible.?!

Second, we assess whether new managers exhibit distinct traits from those who remain. Although a full comparison
of all new managers is not possible because prior performance data on externally hired managers is unavailable, we can
analyze whether managers who transferred internally have different traits from those who continue managing their
business unit.*> In Panel C, we compare the last available performance information (proxied by Target Deviation and
Subjective Rating) and Tenure Manager of managers in the final month before they are transferred to another nursing
home with those months of managers who stay in their current roles. The results indicate that managers who move
internally had shorter tenure in their previous nursing home (p < 0.10), whereas there are no significant differences in
performance between both groups. Again, we use a logistic regression to assess whether these managerial traits predict
the likelihood that a manager is transferred to another nursing home in a given month (Internal Departure;,, = 1). The

2! Note that EBITDARM here reflects unscaled values. The marginally lower EBITDARM is likely due to lower occupancy and smaller facility sizes.
We address this in our analyses by scaling our dependent variable in HI for better comparison and include size and customer satisfaction as con-
trol variables. As a robustness check, we also control for occupancy, and all inferences remain qualitatively unchanged (untabulated).

22 Although we recognize that manager characteristics of external hires may differ from continuing managers or those who move internally, it is pre-
cisely supervisors’ lack of knowledge about these potential characteristics that leads to the observed adjustments in target setting, further support-
ing information asymmetry as the underlying theory.
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results in Panel D indicate that neither performance nor tenure are determinants of such an internal transfer.?® Overall,
these tests address concerns of endogeneity, enabling us to attribute observed differences in supervisors’ target setting
decisions to managerial turnover itself, rather than to preexisting differences in organizational characteristics or mana-
gerial traits.

Hypotheses Tests
Target Levels and Managerial Turnover

We first assess how regional directors allocate target levels to nursing home managers within their region at the
beginning of the contracting period following managerial turnover during the previous year. Specifically, we model
Relative Target Level;, for the manager in nursing home 7 in year ¢ as a function of the lagged variable Switch;, 1. This
allows us to compare the target levels assigned to nursing home managers who are new in the nursing home with those
assigned to managers who remain in their position. We estimate an OLS model and include control variables for nurs-
ing home characteristics along with year and region fixed effects. We employ robust standard errors clustered by
region.?* Consistent with our first hypothesis, we predict a negative coefficient for f;:

Relative Target Level;; = ag + By Switch;, 1 + B, Urbanisation; , + p;Size;, + f,Carelntensity,
+ BsForProfit; , + BeAcquisition; , + B, Customer Satisfaction; , ,

+ year dummies + region dummies + ¢;, (1)

Table 5 reports the results of the baseline model in column (1). Consistent with H1, the coefficient for Switch;,
(—0.10; p < 0.01) is negative and significant, suggesting that regional directors allocate relatively lower targets to new
managers compared to managers who continue managing their nursing home.?* The coefficients of the control variable
Size (0.23; p < 0.01) is significantly positive, whereas Care Intensity;, (—0.52; p < 0.10) is significantly negative, consis-
tent with managers of larger nursing homes and those with less demanding care profiles receiving higher target levels.
In column (2), we extend the baseline model by adding financial and nonfinancial indicators to control for the perfor-
mance of the nursing home. The negative association between Switch;, | and Relative Target Level;, remains signifi-
cant (—0.06; p < 0.01), further supporting H1 that supervisors allocate lower targets to new managers, irrespective of
the actual performance of the business unit they joined.

Our theory suggests that supervisors allocate lower target levels to new managers due to information asymmetry.
To test this, we replace the dummy variable Switch;,_; with two indicator variables that differentiate managers based
on the information available to the regional director. Specifically, Internal Hire;,  is an indicator variable equal to 1 if
the manager of nursing home i (1) entered during the previous year —1 and (2) transferred from another nursing home
within ECP, and 0 otherwise. External Hire;, 1 equals 1 if the manager of nursing home 7 (1) entered during 7/—1 and
(2) was hired externally or from a nonmanager role in ECP, and 0 otherwise. Managers who remained in their roles
serve as the reference group.

If discretion in target setting is driven by information asymmetry, we expect the lowest target levels for externally
hired managers or those from nonmanagerial roles, as their abilities are largely unknown to regional directors. In con-
trast, internally hired managers are familiar with the organization’s broader operational environment, which likely
reduces supervisors’ uncertainty about their capabilities and adjustment needs, even if the managerial role itself is new.
Consistent with this, Table 6, column (2) shows that External Hire;, | is negative and significant (—0.11; p < 0.05),
whereas we observe no significant effect for Internal Hire;, | (0.07; p = 0.17). A Wald test confirms that both coeffi-
cients are significantly different (p < 0.10). The nonsignificant effect for internally hired managers suggests that supervi-
sors perceive lower risk, given their established performance history, resulting in targets that do not significantly differ

23 Untabulated results further reveal no differences between managers who were hired internally and those hired externally in initial performance on
these proxies at the end of the first contracting period.

24 We cluster standard errors by region to account for potential correlations in target setting practices among supervisors overseeing nursing homes
within the same district. Additionally, we verify the robustness of our findings by clustering standard errors clustered at the nursing home level.
The results and inferences remain consistent for all our models.

25 The coefficient of —0.10 on the “Swirch” variable means that, all else being equal, new managers are assigned a relative EBITDARM target (per
bed) that is ten percentage points lower than managers who are not new in their business unit. To illustrate the economic significance, consider a
region where the average EBITDARM target per bed is €10,000, and a non-new manager is assigned a target per bed of €12,000 (Relative Target
Level = 0.20). A ten-percentage-point reduction in Relative Target Level for a new manager lowers their Relative Target Level to 0.10, meaning
their EBITDARM target per bed is now 10 percent above the regional average, or €11,000 per bed. For a nursing home with 100 beds, this means
that a new manager is expected to realize €100,000 less EBITDARM in total compared to a manager who is not new, under the same conditions.
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TABLE 5

Relative Target Level and Managerial Turnover

Dependent Variable: Relative Target Level; ,

Independent Variables Expected Sign 1 ?2)
Switch;, H1: — —0.10%** —0.06%***
(=5.01) (—3.69)
Fin Perf;, 0.07***
(14.68)
Customer Satisfaction;, -0.01
(—0.74)
Size;, 0.23%%* 0.09%**
(4.89) (3.79)
Care Intensity;, —0.52% —0.24
(—2.06) (—1.41)
For Profit;, —0.02 0.01
(—0.38) (0.19)
Affiliation; 0.01 —0.01
(1.07) (—1.78)
Urbanization;, —0.08 —0.03**
(—1.06) (—3.00)
Intercept —0.67* —0.86%**
(=2.11) (3.21)
Year dummies Yes Yes
Region dummies Yes Yes
n 215 189
R? 0.181 0.712

FHE Hk * Indicate a p-value < 0.01, 0.05, and 0.10, respectively (two-tailed test).

This table reports on the association between managerial turnover and nursing home manager’s assigned relative target levels. In column (2) we
present the results controlling for both financial and nonfinancial performance. The analyses are based on yearly target data for the period 2019
and 2020, considering manager turnover from 2018 onward. All regression models are estimated using OLS and robust standard errors clustered
by region. Coefficients are reported with t-statistics (in parentheses).

See Appendix A for variable definitions.

from those of continuing managers. These findings reinforce the idea that limited information about new managers
leads supervisors to assign lower targets.

Use of Past and Peer Performance Information and Managerial Turnover

In RQ1 and RQ2, we examine if supervisors use past performance and peer performance information differently
when setting targets for managers who are new to their business unit, compared to managers who are not new. As a
starting point, we first analyze whether nursing home managers’ targets are adjusted based on past and peer perfor-
mance information in a stable setting. Specifically, consistent with prior work, we estimate Weitzman’s (1980) tradi-
tional ratcheting model using the subsample of managers who did not change nursing homes during the preceding year
as follows:

Target Update;, = oy + pTarget Deviation;, y + B, Peer Perf,, | + B3 Urbanisation;,

+ B4Sizei, + PsCarelntensity; , + foForProfit; , + B;Acquisition;
+ s Customer Satisfaction;, | + &, 2)
The dependent variable Target Update;, captures the percentage change in the EBITDARM target level for the man-

ager of nursing home 7 from year 1—1 to t. Target Deviation;,_; denotes the performance of the manager in nursing
home 7 at the end of year t—1 relative to the target, and Peer Perf;,_; measures the average target deviation of other

Journal of Management Accounting Research Q) ool
Volume 37, Number 3, 2025 F Association



138 Verschaeve, Cardinaels, Smeulders, and Van den Abbeele

TABLE 6

Recruitment Source

Dependent Variable: Relative Target Level;,

Independent Variables 0} ?2)
Internal Hire;, 0.05 0.07
(0.70) (1.56)
External Hire;, —0.15%* —0.11%*
(—3.43) (—3.04)
Fin Perf;, 0.07**
(15.3)
Customer Satisfaction;, —0.02
(—1.05)
Size;, 0.23 0.11%%*
(5.27) (3.80)
Care Intensity; —0.53* -0.23
(—2.03) (—1.18)
For Profit;, —0.02 0.01
(—0.28) (0.26)
Affiliation; —0.01 -0.01*
(—1.06) (—2.00)
Urbanization;, —0.08 —0.03*
(—1.00) (=2.31)
Intercept —0.67** —(). 85
(—2.16) (—5.52)
Year dummies Yes Yes
Region dummies Yes Yes
n 214 188
R? 0.196 0.724

ok kK Indicate a p-value < 0.01, 0.05, and 0.10, respectively (two-tailed test).

This table reports results on the association between managerial turnover and nursing home manager’s assigned relative target levels in Table 5,
now distinguishing between internal hires and external hires. Managers who stayed in their nursing home serve as the reference group. In column
(2) we present the results controlling for both financial and nonfinancial performance. The analyses are based on yearly target data for the period
2019 and 2020, considering manager turnover from 2018 onward. All regression models are estimated using OLS and robust standard errors
clustered by region. Coefficients are reported with t-statistics (in parentheses).

See Appendix A for variable definitions.

managers in the same region at the end of 7—1. We estimate the regression using robust standard errors clustered by
region.” Table 7, column (1), reports the results of the baseline model. The significant coefficient for f; (0.95; p < 0.01)
indicates that a manager’s past performance relative to the target influences their subsequent target revisions.
Specifically, the positive sign of the coefficient suggests that regional directors adjust targets upward (downward) in
response to favorable (unfavorable) past performance, which is consistent with prior evidence on target ratcheting
(e.g., Aranda et al. 2014; Bouwens and Kroos 2011). However, in contrast to Casas-Arce et al. (2018), we do not find a
significant coefficient for Peer Perf;, | (—0.48; p = 0.436), suggesting that, in our setting, target revisions are not signif-
icantly related to the performance of other houses in the region for managers operating in a stable environment.

Next, we extend this analysis to assess whether this also holds for managers who are new to their nursing home. To
empirically test this, we expand our regression Model (2) to include the full sample of nursing home directors. We also
include the dummy variable Switch;,_; (f;) and interaction terms between Switch;, , and both information sources

26 Note that these models do not include region fixed effects. As target update data are based on a single period, the Peer Performance variable,
based on performance in the region, is highly colinear with region fixed effects.
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TABLE 7
Target Ratcheting
Dependent Variable: Target Update; , 1) ?2) 3) ) Q)
Target Deviation; ,_ RQL: 0.95%%* 1.00%** 0.98*** 1.00%** 0.99%**
(4.64) (9.52) (5.10) (9.56) (5.14)
Peer Perf;, RQ2: —0.48 -0.22 -0.23 —0.40 —0.40
(—0.83) (—0.47) (—0.51) (—0.75) (—0.74)
Switch;, 4 —0.15 —0.14 —0.10 —0.09
(—1.45) (-1.27) (—0.93) (0.81)
Target Deviation;, 1 x Switch;, 4 RQI: 0.09 0.07
(0.24) (0.17)
Peer Perf;,—y x Switch;,_, RQ2: 0.53 0.51
(1.39) (1.17)
Customer Satisfaction;, —0.11 —0.08 —0.08 —0.07 —0.08
(—1.10) (—0.80) (—0.84) (—0.78) (—0.81)
Size;, 0.01 0.02 0.02 0.03 0.03
(0.16) (0.51) (0.54) (0.65) (0.66)
Care Intensity;, —0.09 —0.21 —0.19 —0.18 —0.16
(—0.31) (—0.57) (—0.62) (—0.49) (—0.53)
For Profit;, —0.05 -0.03 —0.03 -0.02 —0.02
(—0.40) (—0.25) (—0.26) (-0.21) (—0.22)
Affiliation; —0.03%* —0.02%* —0.02* —0.02°** —0.02**
(—3.05) (=2.77) (—3.08) (—2.89) (—3.15)
Urbanization;, —0.06 —0.08 —0.08 —0.07 —0.08
(—0.69) (—0.95) (—0.89) (—-0.92) (—0.81)
Intercept 0.34 0.36 0.35 0.29 0.28
(0.64) (0.73) (0.77) (0.53) (0.55)
Region dummies No No No No No
n 86 108 108 108 108
R? 0.417 0.456 0.456 0.458 0.459

ok % Indicate a p-value < 0.01, 0.05, and 0.10, respectively (two-tailed test).

This table presents results on the use of past and peer performance information in targets while considering management turnover. In column
(1), we present the results of the subsample of managers who remained in their nursing home (i.e., stable environment). Column (2) presents the
baseline model with main effects using the full sample of nursing home managers. Column (3) ((4)) account for differences in use of past (peer)
performance information for new managers through interaction terms between Switch;,; and each information source. In column (5) we report
results including both interaction terms. The analyses are based on target revisions from 2019 to 2020, considering manager turnover in 2019.
All regression models are estimated using OLS and robust standard errors clustered by region. Coefficients are reported with t-statistics (in
parentheses).

See Appendix A for variable definitions.

Target Deviation;,_; (f4) and Peer Perf;, 1 (f5). We use robust standard errors clustered by region. The extended
Model (3) is specified as follows:

Target Update; , = oo + B, Target Deviation; , , + [, Peer Perf,, | + B3Switch;, 1 + B4Target Deviation;,
x Switch;,\ + PsPeer Perf,, | x Switch;; | + CONTROLS + ¢;, 3)

Table 7 presents the results of regression Model (3). The results in column (2) show that the coefficient for Target
Deviation;,— (1.00; p < 0.01) is positive and significant in the main-effects only model. As can be seen in column (3),
where the interaction term Target Deviation;, | x Switch;, ; is introduced, Target Deviation;, , remains significant,
whereas the interaction term 7Target Deviation Perf;,_; x Switch;,_; is positive but not significant (0.09; p = 0.815).
This indicates that target revisions reflect past performance information equally for both new and continuing nursing
home managers. In column (4), the interaction term Peer Perf;,_; x Switch;,_; is again not significant (0.53; p =
0.213), nor is the main effect for Peer Perf;,_; in the base model (—0.22; p = 0.655) in column (2). As such, target

Journal of Management Accounting Research Q) ool
Volume 37, Number 3, 2025 F Association



140 Verschaeve, Cardinaels, Smeulders, and Van den Abbeele

revisions for new managers are also not significantly associated with peer performance information. The results of the
full model in column (5), including both interaction terms, provide consistent results.”” Overall, these findings suggest
that supervisors apply a more uniform approach in how they weight past and peer performance information, regardless
of whether the manager is new in the business unit.

VI. SUPPLEMENTAL ANALYSES
Target Revisions for Underperformers and Outperformers

We also provide further detail on how supervisors’ use of past and peer performance information translates into
target revisions. Although our theory for new managers does not depend on whether past performance was favorable
or not and does not presuppose a direction for the target revisions, we consider the possibility that revision patterns
vary based on whether managers achieved their previous targets. Therefore, we run a subsample analysis based on
nursing home managers’ target deviations in the previous contracting period. Specifically, we classify managers as
underperformers if they failed to meet their target (Target Deviation;, , < 0) and as outperformers if they met or
exceeded their target (Target Deviation;,—, > 0) and re-estimate the target ratcheting model separately for each subsam-
ple in Table 8.

In the models for underperformers, the positive coefficient for Target Deviation;, , in column (1) suggests that
greater underperformance leads to larger downward target adjustments. As in the aggregated models, the main effect
for Switch;,—, is not significant. However, the positive and significant interaction effect Target Deviation;, , X
Switch; ;1 in column (2) (1.04, p < 0.01) indicates that target decreases are larger for new underperforming managers
than for continuing ones, pointing to another form of leniency. Although the main effect for Peer Perf;, | remains
insignificant, the interaction term Peer Perf;, | x Switch;, 1 is now positive and significant (1.12, p < 0.05) in column
(3). Therefore, it appears that when new managers underperform and information is scarce, supervisors rely more
heavily on the limited information available, such as initial performance results and peer benchmarks observed in the
first period.

For outperforming managers, the coefficient for Target Deviation;,_; remains positive and significant (2.31, p <
0.05). However, neither the main effect for Switch;,_; nor the interaction term Target Deviation; ,_y x Switch;,_ is sig-
nificant. The same holds for Peer Perf;, | and the interaction term Peer Perf;, | x Switch;, ;. Thus, target revisions
for new outperforming managers mirror those of continuing managers, with larger upward adjustments the greater the
outperformance.?® Collectively, these results are consistent with an asymmetric approach to how supervisors use infor-
mation sources for new managers. Specifically, underperforming new managers face greater downward adjustments
than underperforming continuing managers, whereas outperforming new managers do not receive higher upward
adjustments than their continuing counterparts.

Use of Past and Peer Performance Information in the Second Compensation Period

Although previous analyses focus on target revisions at the start of the first compensation period, it is possible that
supervisors adjust their approach over time as they learn more about new managers. To explore this, we replicate our
main analysis for the second compensation period, examining whether target revisions reflect both sources of informa-
tion differently for managers who were new in the previous year. Specifically, we regress the second target revision,
Target Update; .+, on Target Deviation;, and Peer Perf;,, but now include interaction terms with the lagged variable
Switch;,_y, and controlling for manager changes during year ¢ (Switch;,). As shown in Table 9, Target Deviation;,
remains positive and significant across all models (p < 0.01). However, the interaction term Target Deviation;, X
Switch;,_; becomes significantly negative (—1.09; p < 0.01), as reported in column (2). This suggests that in the second
compensation period, supervisors place less weight on past performance when revising targets for managers who were
new to the business unit the year before, compared to managers who were not new. Although this may seem counterin-
tuitive, it is consistent with the idea that as information asymmetry decreases and new managers become more account-
able for the performance outcomes, supervisors’ concerns about effort withholding become more salient. For managers
who were not new, implicit understandings around how past performance is used in target setting may already be

%7 In magnitude, for a manager with an EBITDARM target of €1,000,000, a 5 percent deviation from the target (£50,000) would result in a 4.9 per-
cent (= 5 percent x 0.98) increase in the next year’s target, raising it to €1,049,000 for continuing managers. For new managers, the target would
increase by 5.35 percent (= 5 percent x (0.98 + 0.09)), raising it to €1,053,500.

28 We caution that these analyses are based on a relatively small sample (n = 42), which may limit the statistical power to detect significant effects.
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TABLE 8

Target Ratcheting for Underperformers and Outperformers

Dependent Variable: Target Update;, Underperformers Outperformers
Target Deviation;,_1 <0 Target Deviation;,_, = 0
1 2 3) “ @ ()] 3 C))
Target Deviation; , 0.69***  0.217 0.70%* 0.25¢ 2.31%* R 231%  231*
(3.71) (1.58) (3.28) (1.62) (2.56) (2.48) (2.50) (2.43)
Switch;, —0.10 0.13%** 0.02 0.22%* —0.12 —0.13 —0.10 —0.11
(—1.35) (3.21) 0.23)  (3.38)  (=143) (=1.06) (~1.14) (—0.82)
Target Deviation;,_y X Switch;,_; 1.04%** 1.00%** 0.06 0.32
(3.69) (3.33) (0.02) (0.14)
Peer Perf;, 0.35 0.27* —-0.13 —0.12 —-0.63 —0.63 —0.69 —0.69
(0.67) 0.61) (—0.28) (0.33) (-1.17)  (-0.88) (—0.82) (—0.80)
Peer Perf;, 1 x Switch; ;1 1.12%* 0.95%** 0.27 0.29
(3.15) (4.33) 0.34)  (—0.43)
Customer Satisfaction;, 0.03 0.01 0.03 0.01 —-0.16 —0.16 —0.16 —0.16
(0.52) (0.17) (0.60) (0.28) (-1.17)  (-1.16) (-1.15) (-1.14)
Size;, 0.15%* 0.18%** 0.17** 0.20%**  0.19 0.19 0.20 0.20
(2.93) (3.24) (3.62)  (4.16) (L.11)  (1.05  (1.06)  (1.01)
Care Intensity;, 0.05 0.29 0.17 0.38%* —0.46 —0.46 —-0.47 —-0.47
(0.12) (1.04) (0.59) (1.99) (=0.99) (-0.97) (-0.98) (—0.96)
For Profit;, 0.01 0.00 0.02 0.01 0.02 0.02 0.02 0.02
(0.17) (0.03) (0.32) (0.15) (0.16) (0.16) (0.18) (0.17)
Affiliation; —0.01* —0.02%%%  —0.01** —0.02*** —0.03+ —0.03f —0.03 —0.03
(=2.25)  (=3.79)  (=3.07) (=4.11) (=149) (=1.44) (=142) (~1.39)
Urbanization; —0.03 0.00 —0.02 0.01 -0.23 -0.23 —0.23 -0.22
(0.52) (0.07) (—0.33) (0.21) (-1.16) (—=1.11) (-=1.15) (-1.10)
Intercept —0.55% —0.92%%  —0.79 —1.09%%*  —0.34 —0.34 —0.35 —0.35
(—1.92) (—3.47) (—3.69) (-5.31) (—0.38) (-0.37) (-0.37) (—0.36)
Region dummies No No No No No No No No
n 66 66 66 66 42 42 42 42
R? 0.456 0.587 0.495 0.611 0.619 0.619 0.619 0.619

Hrk R Indicate a p-value < 0.01, 0.05, and 0.10, respectively (two-tailed test).

T Indicates a p-value < 0.10 (one-tailed).

This table presents results on the ratcheting tests of Table 7, now distinguishing between the subsample of underperforming managers who
missed their targets (Target Deviation;,; < 0) and the subsample of managers who met or outperformed their targets (Target Deviation;, | >
0). In column (1), we re-estimate the baseline model with main effects only. Columns (2) and (3) include the interaction terms Target
Deviation;, 1 x Switch;,_, and Peer Perf;, | x Switch;, , respectively. In column (4) both interaction terms are included. The analyses are
based on target revisions from 2019 to 2020, considering manager turnover in 2019. All regression models are estimated using OLS and robust
standard errors clustered by region. Coefficients are reported with t-statistics (in parentheses).

See Appendix A for variable definitions.

established, mitigating this concern. Regarding peer performance information, we find no evidence that its use changes
over time as shown by the insignificant coefficients for Peer Perf;, and the interaction effect Peer Perf;, x Switch;, 1.
This analysis is cross-sectional in nature and, accordingly does not provide a strong test for how supervisors adjust tar-
get setting practices in the longer-term in general.*

2 Note that for estimating this model, we rely on target revisions from t to 7+1, while considering management switches in 7—1. This approach is dic-
tated by the nature of our data sample, as the compensation data only span two years, allowing us to capture only one point of target revisions.
Yet, our findings hold with an alternative model specification that restricts the sample to nursing homes that did not experience any switches in
year f.
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TABLE 9

Target Ratcheting in the Second Compensation Period

Dependent Variable: Target Update; ;.4 1 2) 3 )
Target Deviation; ; L.OI*** 1.20%%* L.OIHF** 1.20%%*
(9.56) (7.78) (9.86) (8.02)
Peer Perf;, —0.22 —0.41 —0.16 —0.21
(—0.48) (—0.98) (—0.28) (—0.40)
Switch;, 0.01 —0.09 —0.02 —0.06
(0.18) (—1.43) (—0.23) (—0.92)
Target Deviation;, x Switch;, —1.09%** —1.17%**
(—5.10) (—4.66)
Peer Perf;, x Switch;,_, -0.37 0.41
(—0.34) (0.75)
Switch;, —0.15 —0.11 —0.15 —0.12
(—1.42) (—1.30) (—1.40) (—1.25)
Customer Satisfaction ;, —0.08 -0.07 —0.08 —0.06
(-0.79) (—0.79) (—0.78) (—0.72)
Size;, 0.02 0.03 0.02 0.03
(0.52) (0.60) (0.50) (0.63)
Care Intensity; -0.21 —0.15 -0.23 —0.16
(—0.56) (—0.59) (—0.55) (—0.64)
For Profit;, —0.03 —0.01 —0.03 —0.03
(—0.26) (—0.13) (-0.21) (—0.30)
Alffiliation; —0.02°** —0.02%%* —0.02°** —0.02**
(—2.62) (—3.78) (—2.48) (—3.24)
Urbanization;, —0.08 —0.07 —0.08 —0.06
(-0.95) (—0.82) (-0.95) (—0.70)
Intercept 0.36 0.25 0.38 0.29
(0.72) (0.53) (0.69) (0.60)
Region dummies No No No No
n 108 108 108 108
R? 0.456 0.517 0.457 0.509

Ak Ak * Indicate a p-value < 0.01, 0.05, and 0.10, respectively (two-tailed test).

This table presents results on the use of past and peer performance information in targets, during the second compensation period (Target Update; ,+)
after a management change. In column (1), we estimate the baseline model with main effects only. Columns (2) and (3) include the interaction terms
Target Deviation;, x Switch;,_, and Peer Perf;, x Switch;,;, respectively. In column (4), both interaction terms are included. All specifications con-
trol for management changes in year 7. The findings hold when restricting the sample to nursing homes that did not experience a management change
in 7 (untabulated). The analyses are based on target revisions from 2019 to 2020, considering manager turnover in 2018. All regression models are esti-
mated using OLS and robust standard errors clustered by region. Coefficients are reported with t-statistics (in parentheses).

See Appendix A for variable definitions.

VII. ROBUSTNESS ANALYSES
Lower Abilities as Alternative Explanation for Lower Targets Assigned to New Managers

One might argue that the negative association between relative target levels and new managers stems from perceived
lower managerial abilities, especially if new managers’ transfer was driven by poor performance in their previous role.
However, we believe our analyses largely mitigate this concern. We find no significant differences between managers who
moved internally and those who stayed in their nursing home, and the lowest targets are assigned to externally hired manag-
ers, for whom supervisors lack any prior expectations. Nevertheless, to further test this alternative explanation, we reran the
analyses for HI on a reduced sample, excluding 11 observations where demotion was likely the reason for the management
change. We define demotion as cases where directors moved from a larger to a smaller nursing home. Untabulated results
show that the coefficient on Switch;,_; remains negative and significant, reducing the plausibility of the alternative explana-
tion that lower perceived managerial abilities lead supervisors to set lower targets for new managers.
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Interplay between Objective and Subjective Bonus

As shown in Bouwens and Kroos (2017), future targets may be positively correlated with given subjective bonuses
due to the incremental information provided by the nonfinancial measures on which these bonuses are based.
Moreover, Aranda et al. (2019) argue that subjective bonuses can also reflect implicit agreements between supervisors
and managers to enhance future commitment. Consequently, we acknowledge the potential interrelationship between
target levels and subjective bonuses (see Appendix B for the full analysis). However, our findings show that new manag-
ers do not receive significantly different subjective ratings compared to those managers who remained in their nursing
home, and there is no significant association between these subjective ratings and subsequent target levels. These results
provide support that our findings are unlikely influenced by tradeoffs between subjective ratings and objective targets.

VIII. CONCLUSION

Despite the prevalence of managerial turnover, we know very little about supervisors’ target setting decisions when
a new manager takes over a business unit. This paper examines whether supervisors adjust their target setting decisions
for new managers, particularly in assigning target levels and the use of both past individual and peer performance,
compared to managers who continue managing their business unit. We draw on field data from a large elderly care pro-
vider, where managerial turnover is common in nursing homes.

Our findings reveal a nuanced approach to target setting for new managers. First, we find that managers who joined
a business unit during the year were assigned relatively lower target levels at the start of their first compensation period
compared to those managers who continued in their roles. This finding differs from prior anecdotal evidence, which either
did not consider such management changes or found no association between target levels and managerial turnover (e.g.,
Anderson et al. 2010). Notably, these lower targets are most pronounced for managers hired externally or from internal
nondirector roles, suggesting that supervisors account for information asymmetry when setting targets for new managers.

Second, we examine if the use of past and peer performance for these new managers differs from that when revising tar-
gets for continuing managers. At the start of the first compensation period, when targets are updated for the first time, we
find that supervisors use past performance information for new managers, consistent with existing research on target ratch-
eting (e.g., Indjejikian et al. 2014a; Bouwens and Kroos 2011). Moreover, we observe no general differences in how supervi-
sors rely on past performance and peer information for new managers and continuing managers. Only when individual
performance is unfavorable supervisors appear more lenient toward new managers, assigning larger target decreases com-
pared to underperforming managers who are not new. In contrast, when new managers have demonstrated strong perfor-
mance, target increases are more uniform, regardless of the manager. This suggests that supervisors are more responsive to
underperformance than to early success, especially when information is scarce. By the second compensation period, we find
that reliance on past performance is lower for new managers, indicating a shift in how targets are updated over time.

In interpreting the results, several limitations should be considered. First, our data are drawn from a single, for-
profit healthcare organization. Although we expect our findings to extend to other for-profit settings given the similari-
ties in incentive design, the specific context might still place some limits to the generalizability of our results. Second,
our measure of target difficulty is based on target levels relative to those of peers. However, target difficulty is inher-
ently subjective and dependent on experience, ability, circumstances and perception. We do not observe supervisors’
intended target difficulty, nor the subordinates’ perceptions of them. Recognizing this distinction is important, this
may influence managers’ behavioral responses to the targets they are assigned. Third, managerial departures are often
performance-driven, whether due to the manager’s own performance or that of the business unit, which may affect sub-
sequent target setting decisions. Similarly, supervisors may act on unobserved differences between managers not cap-
tured in our data or be influenced by their prior experiences. Although our tests address these alternative explanations
and reveal no significant organizational or managerial differences, we cannot fully rule out the possibility of endogene-
ity in our analyses. Finally, the nature of our data prevents a more detailed analysis of managerial turnover and its
implications for supervisors’ target decisions. Specifically, we cannot distinguish between externally hired managers
and those internally promoted from nondirector roles, nor do we account for the timing of their entry within the year.
Additionally, in cases of multiple managerial changes during the year, our analyses focus solely on the manager in place
at the start of the new compensation period. Combined with the two-year span of our target data, these limitations
restrict our ability to explore variations in how supervisors set targets or to examine longer-term patterns in these deci-
sions. Relatedly, we lack information on supervisors’ own target achievements and the specific design of their incentive
plans, which likely also influence how they distribute targets among managers within their span of control (Bouwens
et al. 2024).
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These limitations present several directions for future research. For instance, studies could examine how differences
in managerial background affect supervisors’ target decisions, or how budget participation shapes the way targets are
allocated. Additionally, future studies could further investigate the informational sources available to supervisors, par-
ticularly the conditions under which they prioritize individual versus peer performance information, or the persistence
of these assigned targets over a longer time; that is how “sticky” these targets are. Further studies could also investigate
the consequences of these decisions not only for new managers but also for continuing managers, especially if they per-
ceive differences in treatment and adjust their behavior accordingly.

DECLARATION OF GENERATIVE AI AND AI-ASSISTED TECHNOLOGIES IN THE WRITING PROCESS

During the preparation of this work, the authors used Chat GPT as language editing tool. After using this tool/ser-
vice, the authors reviewed and edited the content as needed and take full responsibility for the content of the publication.
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APPENDIX A

Variable Definitions

Variable Names Variable Definitions

Main Variables for H1, RQ1, and RQ2

EBITDARM Budget;, EBITDARM target for manager in nursing home 7 in year ¢.
EBITDARM Actuals;, EBITDARM actuals of nursing home 7 in year .
Relative Target Level;, EBITDARM target for manager in nursing home i (scaled by number of beds in nursing home i),

relative to the average EBITDARM target for nursing homes in the same region in year ¢,
calculated as:

EBITDARM Budget,, | beds; — (2;’: \EBITDARM Budget,, | bedsi) /n)
S (EBITDARM Budget,, ] beds;)/n

where 7 is the number of nursing homes in the region of nursing home 7.
Target Update;, Target revision for manager in nursing home 7 in year 7, calculated as:

(EBITDARM Budget;,— EBITDARM Budget;, )| EBITDARM Budget;, .

Switch;, Equals 1 if nursing home 7 has a change of manager in year ¢, 0 otherwise.
Target Deviation;, Target realization of manager in nursing home 7 in year ¢, calculated as:

(EBITDARM Actuals;, — EBITDARM Budget; ) | EBITDARM Budget;,.
Peer Perf;, Average target realization of region in year 7, excluding the performance of unit i, calculated as:

(EBITDARM Actuals}”" — EBITDARM Budget;"*"") — EBITDARM Budget*"".

i
Control Variables

Fin Perf;, EBITDARM actuals in thousands (per bed) for nursing home 7 at the end of year ¢.

Customer Satisfaction;, Percentage of residents that indicates to be “very and extremely satisfied” in nursing home 7 in
year ¢ (standardized average score on seven indicators).

Size;, Natural logarithm of number of beds per facility in nursing home i in year z.

Care Intensity;, Percentage of residents with a heavy care profile in nursing home 7 in year ¢.

For Profit; Equals 1 if nursing home i has a for-profit legal structure, 0 otherwise.

Affiliation;, Number of years that nursing home 7 has been affiliated with the ECP group in year z.

Urbanization; Equals 1 if nursing home 7 is in a (highly) urbanized area, 0 otherwise.

(continued on next page)
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APPENDIX A (continued)

Variable Names Variable Definitions

Other Variables Used in the Descriptive Statistics and Additional Analyses

Subjectivity Rating;,
EBITDARM; ,,

Customer Satisfaction; ,

Occupancy Rate; ,
Employees; ,

Seniority Nursing,,
Seniority Care,,
Beds; ,,
Affiliation; ,

Care Intensity; ,
Beds,,

Switch;

Tenure Manager; ,
Target Deviation; ,,
Subjective Rating; ,
Internal Departure; ,

Subjective performance rating received by manager of nursing home 7 at the end of year .

Rolling monthly reported year-to-date EBITDARM of nursing home i, averaged over months
m—11to m.

Customer satisfaction score of nursing home 7/ for month m in year 7, based on the survey of
corresponding year .

Rolling percentage of occupied rooms in nursing home i, averaged over months m—11 to m.

Rolling number of full-time equivalent (FTE) employees active in nursing home 7, averaged over
months m—11 to m.

Average number of years nursing staff have been employed in nursing home i in month m.

Average number of years caring staff have been employed in nursing home 7 in month .

Number of beds per facility in nursing home 7 in month m.

Number of years that nursing home 7 has been affiliated with the ECP group in month m.

Percentage of residents with a heavy care profile in nursing home 7 in month m.

Number of beds per facility in nursing home 7 in month m.

Equals 1 if nursing home 7 has a change of manager in month m, 0 otherwise.

Number of months that manager has been in nursing home 7 in month .

Most recent EBITDARM target realization available for manager in nursing home i in month m.

Most recent subjective performance rating received by manager in nursing home 7 in month .

Equals 1 if the manager of nursing home 7 left the business unit in month m, and moved to

another nursing home within the ECP group, 0 otherwise.

Equals 1 if the manager of nursing home 7 entered the business unit in year /—1 and was hired
from within the ECP group, 0 otherwise.

Equals 1 if the manager of nursing home i entered the business unit in year t—1 and was hired
from outside the ECP group or from a nonmanager role, 0 otherwise.

Internal Hire;,

External Hire;,

APPENDIX B
Subjectivity Bonus and Managerial Turnover

We follow a two-step procedure to examine the possibility that target levels at the beginning of the contracting
period are influenced by the received subjective bonus in previous period. First, we regress Subjective Rating;, on
Switch;, to analyze the magnitude of the subjective bonus for new directors relative to directors that did not change
nursing homes that year (Panel A). Subjective Rating;, denotes the score that the director from nursing home 7 receives
at the end of year ¢. In addition to the control variables from Equation (1), we take into account Relative Target Level;,
to control for subjective bonus’ role in enhancing perceived fairness of formula-based contracts (Aranda et al. 2019). In
addition, we include Target Deviation for potential spillover bias from objective information in supervisors’ evaluations
(Bol and Smith 2011; Fehrenbacher, Schulz, and Rotaru 2018) and to control for managerial ability. Interviews learned
that competent directors generally score well on multiple performance dimensions. Second, we examine whether target
levels for new managers at the beginning of subsequent contract period relate to the subjective bonus. We test a model
where we include the interaction term Switch;, | x Subjective Rating;, | to Equation (1) (Panel B). Since this analysis
requires prior-year subjective compensation data, we are forced to estimate our model on a reduced sample covering
only one year of observations.

From Panel A, we observe that there is no significant association between Switch;, and Subjective Rating;,. As
such, new directors do not appear to receive different subjective bonuses than directors that remained in their position,
which is in line with previous studies (Anderson, Dekker, Sedatole, and Wiersma 2020). Panel B moreover demon-
strates that both coefficient estimates Subjective Rating;, | and Switch;, | x Subjective Rating;, | are insignificant
(0.04, p > 0.10; —0.10, p > 0.10, respectively), suggesting that the regional manager does not consider the magnitude of
the subjective bonus from the previous period when deciding target levels for the current period.

(continued on next page)
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APPENDIX B (continued)

Panel A: Subjectivity Bonus at the End of the Contracting Period

Dependent Variable: Subjective Ratingi, . 1)
Switch;, 0.16
(1.36)
Target Deviation; , 0.12
(0.76)
Relative Target Level;, 0.29
(1.46)
Size;, —0.18%**
(—3.90)
Care Intensity;, 0.12
(0.22)
For Profit;, —0.01
(—0.08)
Affiliation; —0.02
(-1.17)
Urbanization;, —-0.10
(—=0.94)
Intercept 1.59%*
(2.50)
Year dummies Yes
Region dummies Yes
n 212
R? 0.093

Panel B: Intertemporal Relations

Dependent Variable: Relative Target Leveli’ , 1) ?2)
Switch;, 4 —0.10%** —0.16
(—5.13) (—1.62)

Subjective Rating;, 1 — 0.04
(0.38)

Switch;,— x Subjective Rating;, — —0.10
(—0.81)
Size;, 0.23%%* 0.28***
(4.86) (5.95)
Care Intensity;, —0.52% —().83%**

(=2.07) (-3.12)

For Profit;, —0.03 —0.02
(—0.38) (—0.24)

Affiliation; 0.01 —0.00
(1.10) (—0.51)

Urbanization; —0.08 -0.13
(—1.06) (—1.53)

Intercept -0.39 —0.58
(—0.98) (—1.65)

Year dummies Yes No
Region dummies Yes Yes
n 215 107
R? 0.182 0.271

ik X K Indicate a p-value < 0.01, 0.05, and 0.10, respectively (two-tailed test).

The analyses are based on yearly subjective bonuses and targets in 2019 and 2020, considering manager turnover from 2019 onward. All regres-
sion models are estimated using OLS and robust standard errors clustered by region.

See Appendix A for variable definitions.
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